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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

DEFENSE DIVISION

L

Commandsr
Naval Ship Systems Command
Washington, D. C. 20360

Attention: M, C. Greer (Ships 08)
Dear Sir:

In August 1967 the Jeaeral Accounting Office (GAO) 1issued a
repart to the Congrass (B-156313) concerning the pricing of nuclear
submarine propulsion equipment that Genersl Electric Coxpany, Medium
Steam Turbine Generator and Gear Department (GE) furnished under sub-
contract to General Dynamics Corparation, Electric Boat Division.

The Havy had negotiated the subecontract with GE. The report showed
that a significant partion of GE's certified costs were based on the
cost of processing 16 castings in its own plant, although before the
pricing certificate wvas executed on February 3, 1964, GE had reguestad
and received quotations from vendors for fully processed castings at
substantially lower costs. Two quotes were not disclosed to the Ravy
during negotiations. ‘e estimated that, 1f the Navy had been told
about these quotes a price reduction of about $564,000 could have been
negotiated.

The Navy agreed that the guotes for castings vere significant
pricing deta which should have been submitted by GE for consideration
in price negotiations. The Navy said that action would be taken to
recover an appropriate amount.

At the tinme of owr examinatiocs in 1965 and 1966, contractors
werd not pernitted by Departrent of Defense regulations to offset
oversstimated costs by underestimeted costs. After the Cutler-Hamser
(Court of Claims) decision, the Department of Defense revised its reg-
ulations in March 1970 to permit recognition of properly supported and
verified claims by contractors for such offsets. In April 1970 GE
advised the Navy that it had found underestimates of about $646,000
as offeete against the potential price reduction of $56k,000 for
castings.
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GE claimed underestimmtes ou the
overhead rates (erverience for 1963)
said, wvere svailable as of the date
196&5 and should have been considered in price negotiations.

basis of historicel data on
eod othear information vhich, it
of price certification (
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In June 1970 the Defense Contract
auditor at GE, reviewed Gii's claimed

$182,400 of the $646,:00. These costs wers questicaed

because of lack of detuiled awditable

elaim, particularly from the standpoint

suppart for the underestinetes
saount of overestini Sed costs.

offsets, we found that overestimated costs less

about $524,600 as shown below.

Cestings

Reinstatemant of
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Specificationa

Navy infoarmally requested GAO to reviev GE's
of vhether GE's retionale and

From this stanipoint end on the bosis
of the data subsequsntly furnished by GE in swppcrt of its eclaimed
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($142,000)

labor vuriance bmsed on work

ares variances

Indirect manufectwring expenge

based on vork area rates

Fet adjuwstment for contractuml

wvege increases

Het adjustment of overhead
load factors
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Castings

As statsd in owr repart, the Government would have had a basis
for reducing the subcontraet price by an amount which ve estimated at
about $564,000 had GE submitted to Navy the quotes received from
tvo vendors, (GE Steel Poundry and General Steel Industries). Owr
camputation of the potential price reductica wvas conservetive because
it vas based oo procuring all 15 castings fram the GE Foundry, the
higher priced of the tvo vendors. Esd we carputed the potentisl price
reduwtion on the basiy of procuring each of the 16 ceastings at the low-
est price offered by eich vendor', ve would have estimated the overprie-
ing at about $669,00.

Reinstatement of reductions in
GE's specifications

o

In a preliminary quotation to the Navy dated July 12, 1963, GE
proposed a labor reduction of $35,167 for the relaxation of tecihnical
requirements to Government specifications. After GE's July 12, 1963,
quotation, various mwdifications, additions, and deletions were nade,
the cast of which vere included in quotes dated Septumber 18, 1963,
Decexber 9, 1963, and Friruwary 3, 1964, GF clalmns that this laboe
reduction was inadvertently included in subsequent price propossls and
that the final negotiated priee included the $35,15T7 labor reduction.
Accarding to GE, the final negotiated price was undarstated by $Lhl,97h
(335,167 fuctared to $141,974 selling price) exclusive of contractuwal
vage increases and overhsad rate increages.

In bis June 1970 reviev of GE's claimed underetataments, the DCAA
suditor questionsd $153,993 ($1k1,97% plus $12,019 in contractual vage
increases and overhead rate incresses and profit) for this item, on the
basis of & technical evaluation by agency enginsering personnel and &
lack of substantiation.

According to the techuical svaluation repcrt, the ariginal propoeed
direct lador reduction of $35,167 was an engineering estimate without
beckup data. The evaluator suld that he could not dstermine if the
tasks related to the planned laber reductions were insluded in lsbor
costa ln subsequent proposals.

The administrative contracting officer noted that, although the
contractor had said that the alleged wierstatewent of $35,157 was tiot

Note 1 - GE aetually paid aboul $GME,400 less than the amount included
ia the negotiated price fur the cestings by buying at lcwer
prices from the two suppliers.
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evidenec of this.

Ve agres vith DCAA's positicn that GE has not supported its claim
that costs for these specification changss wwre cmitted from its fizgl
jroposal. Thws, the claimed undevstatement of about $1h2,000 should not
be allowed as an offpet.

labor verisnce besed on

Included 1n the costs certified by GE ma Fe 3, 1964, vas an
estimated amor a1t of $361,920 computed by & lying & G percent variance
{actor to sta ard labor ecsts of $565,496. The 64 pereemt factor con-
sistdof:he.émtnubymam\nlmeo-t:mupoem
%0 exceod standard labor costs for three labor subsections where the
mimlnmmwhmﬁmnmmw. GE
contended that the 50 percent increamse, vhich added $119,8086 in lador
costs, vas Justified because the work involved vas such that sctusl costs
would be spproximately 50 percent greater than standard costs.

GE did not give consideration, however, to the fact thet 76 percent
of the wark was t0 be done in one of the three subsections which had a
variance rate of only 30.8 percent, ¢r 1 percent Ilnss than the composite
rate.

We recomputed the total labar costs on the basis of veriance rates
for each of the three subsections, which vere available at the time of
negotiations, applied to estimated standard costs for sach subsection.
As a result, estimmted labor costs accepted in negotiations were about
$22,000 (factored to $38,700 selling price), higher than indicated by
labor cost data for sach subsection. This amownt is en sddition to owr
reported findings on caetings.

Indirect manufacturing expense based
on work area verianse

GE certified to Indirect Manufacturing Expenses (IME) of $1, 5,933
based on s rate of 150 percent of total negotiated labor ($997,859), GE
personnel informed us that this wvas & conposite IME rate fur the three
applicable subsections for manufactwring castings, based on experience
for 11 months of 1963 plus an sstimate for Decewber.

The DCAA awditor in reviewing GE's claim questicned vhether an
adjustoent should not have been made for overstated costs
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based on the final 1963 composite IME rete of 188,7 peroeat of Airect
mwn-uwtommo.ommtummm. GR
agreed that IME expense should have been sajusted.

Since tas wse of 1963 experienced IME rates aveilahle at the time
o!mnumrwuaswmmmmkmwhmm
would be more appropriste than using a composite rete for the thyres

$35,600 selling price}. This amount, too, is an sddition to owr
repcrted finding on castings.

Net t for t
vags incresges

GE claimed undsrestizatss in its labor costs because they vere based
on 1961-1962 sverage standard howly labor rates effective October 19,
1961, vhich 4id not include tinree wage increages vhich had been negotiated
with a labor union, as ollows:

Effective Date Purgent M&
k/2/62 3.0
9/23/63 3.1
4/5/65 2.5

Gl clalms that theee labor increases were not included in negotiated
costs certified on Fetruary 3, 1954, As a result, ladbor costs were under-
stated by 384,469 (exclusive of labar for specification relaxation) eom-
puted as follows:

The original subcontrect period of performance vas February 8, 196k
to May 13, 1966, or 27 months. The first two of thess vage increases
would, therefore, have a 100 percent impact on subeoutract labor costs.
The April 5, 1965, increase of 2.5 percent would affect the cost of labor
incwrred 14 months after award date (February 3, 1964 to April b, 1965)
ar after 52 percent of the total period of performance; 1i.s. (g‘? months =

52 percent).

GE contends that at 52 percent completiou, ite experience with four
prior Ravy contracts indieates that an aversge of 4.5 percent of total
direct labar would be expended. Thus, the April 5, 1965, incresse would
be applicable to 85.5 perecent of its labor cost estimate. The fowr
prior contracts were:

. ST N
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Contract Lype of Swip Period Of Pexforpapes
Hobe -84196 Alrcraft carrier
Bobs -84167 Nuclenr submsrines

Nobs -TBLOS Nuclear subrarines
Nobe -86526 Nuclesx subxarioes

EMSE&

Averege

Available information indicated that the 1961-62 averege standard
labor rates effective October 19, 1961, were used for the propulsion
system proposal and the vage increases were not included. Therefurs,
the first two vege increases would be applicedls to the entire period
of performance and would accoumnt for wmderestimated lador costs of
$61, 79T acearding to GE's compitations. GE's claim, however, that the
1965 wage incresse of 2.5 percest vas spplicable to 85.5 peresnt of the
labor dollars to be incurred under the subcoutrect is questionable. The
data CE presented to compute 14.5 percent perfoarzance at 52 percent
completion did not include a coutrect for yrototype mashinery for MST-12
(38(N)605) the isst pert of which vas dslivered in Noverber 1962, Bad
the costs experienced far the M5T-12 been included in GR's computation,
it would have shown that T78.6 percent of labdar costs would be expended after
fpril b, 1965. Using the 78.6 percent fuctar, we camputed a total offeet
for increased labor rates of $268,700 instead cof $353,000.

Net adjustment of overhead
load factors

GE claimed offsets of $151,218 because higher calendar year 1963
overhead rates, vhich were not formally published by Fetewary 3, 1964,
vere available at that date and ghould have been used in negotiating
overhead costs., Our review indicated that evidense showing the availa-
bility of these rates at February 3, 1964, was lacking.

Datae used by GE in computing their claim was as follows:

Overhead Rate 1963 Date 1963 Under (Over)
Fagtop Cortified Rate Rate Published Statemsut Per GE
Material Variance b,24 6.4% 3/20/6% $ 23,665
Product Engineering
Cost and Expense ,
(PECE) 13.7% 16.1% 2/12/6h 122, 306
Camplaints 2.2% 2.4% 2/12/64 10,5Th
G8A 8.7Th 8.6% 2/12/6h s,

Net Understatement $151,210
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Magerial variance

contends that an experiesced rete of 6.4 percent for the Septemder
through December 1963 period was availadle at Pelewary 3, 1964, GE
claims that the use of the more current rate results in an wderstate-
ment of $16,999 in material costs ($23,665 selling price).

In suppart of the 6.4 percent rute, GE bas an wndated workpaper.
It shows that on March 17, 196k, an adjustment for certain costs wvas
made vhich revised a rate of 6.0 percent to 6.4 percent. Whether or
uot the 6.0 percent rate was svailabls on February 3, 1964, is a metter
for conjecture. The 6.4 percent rate, hovever, vas uot available mtil
March 17, 196k. If the 6.0 psrcent rate vas available, applying it to
mtearial costs less owr adjuwstoent for overestimated cast coot, would
result in understated material costs of $18,931 lnstesd of 2665,

Unless GE has evidence, hovever, that the undated varkpeper in
support of the 6.0 percent rate was availsble on Pebrwary 3, 1964, the
$16,931 offset would not be justified.

Other overhsad fsctors

In 1965, GE personnel informed us that the r:tes certified on
February 3, 1364, for PECE, Complaints, and G8A weis besed on experi-
ence for the first 11 months of 1963 plus an additionsl month's esti-
mats to completes the yesr. In i{te claim for offsets, GE states that
final information on 1963 overhead rates was available in suxmary form
prior to the certification date February 3, 196k. GE informed the DCAA
auditors that overhssd rates were not published wntil FPebruary 12, 196k,
snd dates of completion of rate calculations vere as follows:

PECE 2/12 /64
Complaints 2/11/6k
GsA 2/5/64

These dates are suhsequent to the date GE certified to the data
sutmitted to the Revy. The worksheets supporting GR's caloulatica show
that the total overhsad cosus were availabls prior to Februsry 3, 196k ;
otner dats needed, however, to compute rates for allocating the costs to
specific departments (Turbine, External Sales, etc.,) were not sveilabls.
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According to infurmation GE fwnished to DCAA, the calsulation of
agtars vas conpleted afler the cewrtificaticn date anmd
the infoarmation needsd t0 compute factors
0 alloeate overbead costs vere svailabls at an serlisr date. There-
fore ve fesl that thare is no justifieaticon for recomputing the coste
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™he faregoing results of ow examinetion of GB's clain frr offsets
are swbmitted for youwr infurzation. We have not obtained forwal comments

Sineerely yowrs,
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Juames H. Hesamond
Asgociate Director





